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DI RECT TESTI MONY OF THERESA P. LARKI N

BACKGROUND

Q VWhat is your nane, business address and title?

A. My nane is Theresa P. Larkin. | am Vice President of
Regul atory Affairs for Ameritech Illinois. M business
address is 225 West Randol ph Street, Chicago, Illinois
60606.

Q Pl ease descri be your educational background and previous
job responsibilities at Ameritech Illinois.

A. | received ny undergraduate degree from DePauw

University, Greencastle, Indiana in 1978 where | mjored
in Econom cs. That sane year, | began ny career with
I1linois Bell Tel ephone Conpany as an Assi stant Manager
in the Rates and Tariffs departnment with responsibility
for Centrex Services. | was reassigned to Traffic

Engi neering in 1982 where | analyzed the switching

requi renents of various

central offices and made recommendati ons regardi ng growth

j obs and switch replacenents. In 1988, | returned to the
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Regul at ory Departnent as District Manager — Revenue
Requi rements where ny primary focus was managi ng
interstate earnings. | held various positions with
regul atory over the next several years including

Di rect or—Service Cost Operations where | directed
regional service cost activities in support of state and

federal initiatives.

In 1994, | becane Director—-Access Strategy in the
Ameritech Tel ephone Industry Services business unit where
| managed the various conpensation arrangenents between

t he Conpany and i ndependent tel ephone conpanies in the 5-

state region.

Prior to being pronoted to nmy current position in

Oct ober, 1999, | served as Director—Product Advocacy in
Product Managenment. In this capacity | was responsible
for all product-related regulatory activities associ at ed
with Ameritech’s retail products including tariff and
service cost developrment. In ny current position | am
responsi bl e for oversight of the Conpany’s regul atory

activities, including its pricing and costing strategies,
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as well as managenent of Ameritech Illinois’ activities

in proceedi ngs before the Conm ssion.
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Q What is the purpose of your testinony?

A The primary purpose of nmy testinony is to present certain
nodi fi cations that would inprove the operation of the
current price regulation plan. | wll also describe the
process for incorporating merger savings into the price
cap Plan as was anticipated by the Commi ssion in its

Order in Docket 98-0555 (the Merger Order).

PRI CE REGULATI ON SHOULD CONTI NUE FOR AMERI TECH | LLI NO S

Q VWhat is the report card on the first six years of

alternative regulation in Illinois?

A As Dr. Harris and M. Gebhardt explain, alternative

regul ati on has been a consi derabl e success for Illinois.

Q What should the Comm ssion do as a result of this

al ternative regulation revi ew proceedi ng?

A. G ven the success of the current Plan, the Commi ssion

should allow the Plan to conti nue. However, based on the
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| ast 5 years’ experience, it would be appropriate to make
a few, relatively mnor adjustments in certain of the

Pl an’ s conponents to inprove its operation. None of the
changes | am proposing materially affect the underlying
framework of the Plan as it currently exists. The next
section of ny testinony describes these adjustnents. A
revised Plan Summary, in the same format as Appendix Ato
the Comm ssion's 1994 Order, is attached as ny Schedul e

1.

PLAN STRUCTURE AND PROPOSED MODI FI CATI ONS

Q VWhat is the purpose of this section of your testinony?

A. In this section | describe the various conponents of the
Pl lan, including nodifications that should be made on a
goi ng-forward basi s.

Q VWhat are the conponents of the Conpany’s price regulation
pl an?

A

Price changes are determ ned and controlled by a price

i ndex. As M. CGebhardt explains, the conponents include
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a neasure of inflation (“GDPPI”), a productivity offset
(“X"), an exogenous change factor (“Z”) and a service

quality index (“SQ ). Hence, the formulation is:

Current Year PCl =
Prior Year PCl (1+(GDPPI % change/100)-X + Z - SQ,
where X = 4.3
The cal cul ated i ndex, nmeasured with the actual price
i ndex (APl) to determ ne the reasonabl eness of price
changes, is then applied to the four service baskets:
Resi dence, Business, Carrier and Oher. |If the API is

| ess than or equal to the PCI for each basket, the

proposed price changes are presunmed reasonabl e.

Are you proposing any change to the inflation neasure?

As Dr. Meitzen discusses, GDPPlI is a w dely accepted
nmeasure of economy-wide inflation. Therefore, | am
recommendi ng that GDPPlI continue to be used as the
measure of inflation. However, | amrecomendi ng that
the so-called “fixed-weight” GDPPI which is currently
used in Anmeritech Illinois’ price index formula be
replaced by the “chain-weighted” GDPPI. Dr. Mitzen

expl ains the differences between the fixed-wei ght GDPPI
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and the chai n-wei ghted GDPPI. The reason | recomrend
usi ng the chai n-wei ghted version of GDPPI is that, as
noted by Dr. Meitzen, the U S. Departnment of Comrerce has
replaced the fixed-wei ght GDPPI with the chai n-wei ghted
GDPPI as the “official” nmeasure of inflation. | also
recomend, based on Dr. Meitzen's analysis, that the

ot her appropriate conponents of the X-factor also be

measured on a chai n-wei ghted basi s.

Pl ease provide a description of the X factor as used in

Ameritech Illinois’ price index formula.

In its 1994 Order, the Conm ssion included three
conponents in its calculation of the X factor: a total
factor productivity (“TFP”) differential of 1.3 percent
per year; an input price differential of 2.0 percent per
year; and a consumner dividend of 1.0 percent per year.
Added together, these equaled the 4.3 percent annual X

factor the Comm ssion adopt ed.

Are you proposing any changes to the X factor going

f or war d?



| CC Docket No. 98-0252

Ameritech Illinois Ex. 3.0, p. 8 of 8
Yes. | am proposing a forward-1ooking X factor of 3.3%
|l will now explain each conponent of the factor in

det ai |l .

Pl ease descri be your proposal for the productivity (TFP)

differential.

Ameritech Illinois is proposing that the TFP conponent of
the X factor be based on industry data. The USTA, as
described by Dr. Meitzen, has conducted a study of total
factor productivity for the industry (i.e., |ocal
exchange conpanies) that mrrors the Anmeritech Illinois
study which the Conm ssion relied upon in its 1994 Order.
The results of that study indicate a productivity
differential between the industry and the econony of 2.3

percent age points over the 1992-98 peri od.

Because industry-w de data yields the econonmically
appropriate productivity differential to use for a price
regul ation plan (as Dr. Harris explains), | recommend
that 2.3 percentage points per year be used for the

productivity differential conponent of the X factor.
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Pl ease explain your proposal for the input price

differential.

Again, Anmeritech Illinois is proposing that the input
price differential be based on industry data. As Dr.
Meitzen explains, the industry-w de input price
differential during the 1992-98 period was 1.0 percentage
points. This input price differential, conmbined with the

TFP differential, produces an X factor of 3.3%

Are you proposing to continue the consuner dividend

conponent of the X factor?

No. First, as Dr. Harris explains, Ameritech Illinois
should be allowed to retain the econoni c benefits of

productivity gains that exceed the industry average.

Second, as M. Gebhardt explains, the consuner dividend
in the existing Plan actually flowed nore productivity
gains through to custoners than the Conpany achi eved.
Havi ng recei ved “excessive” benefits during the first

five-year termof the Plan, it is appropriate to mke a
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correction at this stage and elimnate the cause of the

pr obl em

Even if the Comm ssion had correctly specified the input
price differential, a 1.0% consumer dividend would have
captured the majority of Ameritech Illinois’ entire
productivity gain for custonmers. This is an excessive

al | ocati on.

s Aneritech Illinois proposing any changes to the

exogenous change factor?

Yes. The change | woul d propose would all ow t he Conpany
to i npl enent exogenous changes i medi ately in externally
i nposed circunstances such as Commi ssion orders resulting
in significant revenue decreases. As an exanple, the
Comm ssion recently ordered access reductions of nore
than $30 mllion annually in Dockets 97-0601/0602. Under
the current Plan, the Conpany is unable to recoup any of
that revenue reduction through an exogenous change until
its annual price cap filing in 2001, well over a year
fromthe time of this substantial revenue decrease. To

correct this uneven situation, | propose that the
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exogenous factor treatnment be changed to allow the
Conmpany to file for an exogenous change within 30 days of
such a revenue reduction. Specifically, such a filing
woul d all ow the Conpany to raise the PCl i mediately.
Wth the resultant PCl being higher than the API,
Ameritech Illinois would then be able to make nore

i mmedi ate offsetting price changes for faster recovery of
any such Conm ssion-ordered revenue reductions that m ght
occur in the future. | propose that the threshold for

exogenous treatnment remain the sane.

Pl ease describe the service quality conponent of the

current Pl an.

As M. Gebhardt explains, the Conm ssion set out eight
measures of service quality with annual benchmarks based
on actual 1990-1991 performance. On an annual basis, the
Conmpany’s performance is assessed with respect to the
benchmarks. A penalty of .25%is then applied to the PCI
for every m ssed benchmark for a total perm ssible

adj ustment of 2.0% For exanple, if the Conpany m ssed
one of the service quality benchmarks, .25% would be

subtracted fromthe PCl for that year.



| CC Docket No. 98-0252
Ameritech Illinois Ex. 3.0, p. 12 of 12

s Aneritech Illinois proposing any changes in the

service quality provision going forward?

Yes. Although | agree that a service quality provision
shoul d continue to be a conponent of the Plan, | do
propose sonme nodifications. Specifically, | propose that
t he existing benchmarks continue with the exception of
00S>24. In addition, | recomend that the new service
qual ity benchmark relative to speed of answer for calls
to the business office and repair established by the
Commi ssion in its recent revisions to Il. Adm n. Code 730
be added. (Order in Docket 98-0453 issued February 9,
2000 at 730.150). This new provision reads:
“The average speed of answer for calls placed to the
busi ness offices and repair offices shall not exceed
60 seconds where a representative or automted
systemis ready to render assistance and/ or accept
information to process calls.”
However, the Conpany is proposing a further nodification
to this conmponent of the index to make its application

nore symretrical .
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VWhy are you recomrendi ng t hat 00S>24 be excluded in the

future?

One of the merger conditions inposed by the Conm ssion in
its order in Docket 98-0555 was to subject the Conpany to
| arge financial penalties of up to $30 mllion/year for
failure to neet the 0O0S>24 benchmark of 95% for the next
5 years. Therefore, since this service quality issue has
been made a nerger conpliance issue, it should be handl ed
as part of nmerger conpliance and not in the price index

Pl an itself.

VWhat is your proposal to nake application of this

conmponent nmore symetrical ?

Under the current plan, if the Conpany m sses a service
gqual ity benchmark, a deduction of .25%is applied to that
year’'s PClI. However, no future PCl adjustnents are

al | owed, so the deduction stays in place in al

subsequent years, even if the benchmark is never m ssed
again. Thus, any penalties remain far beyond the year in

whi ch they are incurred.
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To correct this, | propose that the .25% penalty be
applied to the PCI whenever a benchmark is m ssed just as
with the current Plan. However, if the benchmark is met
the follow ng or any subsequent year, the PCl should be
adj usted upward by .25% in that year. This would
effectively renove the penalty once the service quality
situation has been corrected and woul d bring the Conpany
back to the status quo involving that service quality

st andar d.

How do you propose to deal with a situation in which a
gi ven service quality conponent was m ssed in two

consecutive years?

In such a circumstance, a deduction of .25% would be nmade
to the PCl in Year 1 and another deduction of .25% would
be made in Year 2 (total .50%. |If the Conpany then
meets the benchmark in Year 3, the PCI would be adjusted

upward by .50%

VWhat services should be subject to the Plan going

f or war d?



| CC Docket No. 98-0252
Ameritech Illinois Ex. 3.0, p. 15 of 15

The Pl an should continue to apply to the Conpany’s non-
conpetitive services within the Illinois state
jurisdiction as contenplated by the Illinois statute with

certain exclusions.

What services are you recommendi ng be excluded in the

future?

The follow ng services should not be subject to the Pl an:

1. Access services were recently addressed by the
Comm ssion in Dockets 97-0601 and 97-0602,
resulting in a prescribed fornmula to be used to
set prices for switched access services. O her
access services subject to the Plan are provided
al nost exclusively through contract. As pricing
for these services is now i ndependently set,
there is no |longer a basis for retaining themin
t he Pl an.

2. Whol esal e services are priced in accordance with
the Comm ssion’s Order in Dockets 95-0458/ 0531
Under this order, prices are determ ned by a
formula and potentially a cappi ng mechani sm as
proposed in Docket 98-0860. Therefore, there is
no basis for these services to be subjected to

mul tiple pricing rules.
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3. Al'l 911 energency services should be excl uded
for the same reasons that E-911 energency
services were excluded in Dockets 92-0448/93-
0239 consol .

4. Unbundl ed Network El enents (UNEs) shoul d be
excl uded for the sane reasons that the
Comm ssi on excluded such offerings in Dockets
96- 0486/ 0569.

What pricing basket structure is appropriate under the

Pl an going forward?

The Pl an should be nodified so that the services
remai ni ng under price regulation and subject to the Plan

are contained in a single pricing basket. As M.

Gebhardt and Dr. Harris explain, this structure will have
several benefits: it will better fit the services that
remai n under price regulation; it will allow greater

flexibility in structuring discounted service packages
for custoners; and it will permt a neaningfu
opportunity to restructure rates to inprove inbal ances

that still exist in the Conpany’s pricing structure.

How shoul d the price index be applied to this basket?



A
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| am proposing no change to the application of the price

i ndex.

What | atitude should the Conpany have to adjust rates

within the basket?

The principle of revenue-neutral price adjustnments within
a basket remmi ns sound; however, as M. Gebhardt

explains, the initial limtation the Conmm ssion placed on
any inproved pricing flexibility (two percent plus the
percent age change in the price index) has entirely
elimnated the value of this provision. Based on
experience and the dynam ¢ changes that Dr. Harris
docunents in Illinois markets, the Conm ssion should
nodify the Plan to permit up to a fifteen percent price

i ncrease per year for a given service price, if offset by
price decreases on other services sufficient to preserve
the overall price cap index limtation (as the Plan

currently requires).

Wy is fifteen percent the appropriate all owable pricing

adj ust ment ?
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As | just explained, the current two percent limt
(coupled with the fact that the current formula is
further restricted by the difference between the GDPPI
and the X factor which has consistently been negative)
has effectively negated any opportunity for any upward
price changes over the l[ife of the Plan. |In addition,
the residential price cap has left residence access |ine
rates frozen since 1990, when the Comm ssion concl uded
Ameritech Illinois’ |ast general rate case (Docket 89-
0033). This revision is therefore necessary in order to
have increased pricing flexibility in the emerging
conpetitive environnment, to allow prices for residence
access lines to be brought closer to costs within a
reasonabl e anount of tine, and to have the ability to
achi eve and maintain better cost/price relationships for

ot her services.

To illustrate, there should no | onger be any econom c or
policy reasons for price differences between residence
and business access lines in simlarly situated markets,
whi ch have virtually identical costs. However, in order
to bring at or below cost residence access |ine prices

even to the sane | evel as business |line rates woul d take
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up to 5 years with a 15% annual price change all owance.
In access Area A, for exanple, residence nonthly access
line prices are $2.55 and conparabl e busi ness prices are
$5.00. Assunmi ng maxi nrum 15% per year increases, it would

take 5 years for residence rates to equal business rates.

Shoul d the Plan include a cap on residence rates?

Definitely not. The cap on residence rates expired at
the end of the fifth year of the Plan and should not be
reinstated. A residence rate cap woul d preclude
necessary rate adjustnments that woul d nmake t he Conpany’s
rate structure nore economcally rational and facilitate
conpetition. Furthernore, as | explain |ater, whatever
nmerit there was in 1994 to capping these rates to provide
an extra nmeasure of “benefit” and rate protection to

resi dence consumers, such a cap is neither necessary nor

reasonable at this point in tine.

Shoul d the Plan contain a specific infrastructure

comm t nent ?
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No. As M. Gebhardt docunments, the Conpany exceeded the
infrastructure comnmtnment that it nmade in the original
alternative regul ation order, creating many benefits for
custonmers and for Illinois. In its merger Order, the
Comm ssi on al ready specified the manner in which this
comm tment should be carried forward under alternative

regul ati on.

Therefore, it is no | onger necessary for the Alternative
Regul ation Plan to contain a separate infrastructure
comm tment. However, the application of the $3 billion
comm tnment requires clarification in one respect. The
FCC s SBC/ Aneritech nmerger order requires that al
advanced services (e.g., packet sw tching and ADSL) nust
be provided by a separate subsidiary. In Illinois, that
is Aneritech Advanced Data Services or “AADS’, which is
separately certificated by this Conm ssion. Thus, on a
goi ng-forward basis, some of the network infrastructure
supporting advanced services will be made by Aneritech
Il1linois and sone of it will be nmade by AADS. The

Commi ssi on needs to affirmthat AADS investnment in

advanced infrastructure will be considered in determ ning
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t he Conpany’'s conpliance with the Merger Order’s $3

billion obligation.
Are there any other aspects of the Plan you will discuss?
Yes. | will discuss capital recovery freedom and changes

t hat shoul d be made to reporting requirenents.

Are you proposing a change to capital recovery?

Yes. For the purpose of calculating the depreciation
cost conponent of cost studies, we propose that the Pl an
adopt the use of the same depreciation rates that the
Conpany uses in its annual reports to the Comm ssi on.
The Plan will provide that these depreciation rates nust
be consistent with Generally Accepted Accounting
Principles (GAAP). The economic |ife of the Conpany’s
facilities does not vary based on the regul atory purpose
for which a particular cost or depreciation calculation
is being made. Thus, there is value in the consistency
of using one set of depreciation rates for all regulatory
pur poses before the Conmm ssion, and specifying this

practice in the Plan will avoid inconsistencies and
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regul atory costs.

Q Has t he Conpany identified particular reporting

requi renments that should be streanmined or elimnated?
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Earlier, M. CGebhardt filed testinony in this docket

revi ewi ng existing reporting requirenments, and
identifying those that could be stream ined to reduce the
cost and conplexity of regulation without any loss in the
Commi ssion’s ability to obtain information it may need to
fulfill its oversight duties. M Schedule 2 sumari zes

those reports that the Conpany proposes be elim nated.

Have you prepared a schedul e show ng all your recomended

changes to the current Pl an?

Yes. As | noted above, ny Schedule 1 is a replication of
Appendi x A to the Commi ssion’s 1994 Order. In

| egislative style, | have indicated all changes | am
recommending to the Plan, as well as detailing how

i npl enment ati on woul d occur.

Wth the nodifications you propose, will the Alternative
Regul ation Plan continue to satisfy the regulatory and
statutory criteria which the Comm ssion addressed in its

1994 Order?
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Yes. As | indicated earlier, the nodifications which the
Conpany is proposing do not inpact the basic framework of
the Plan, and the Conm ssion concluded in 1994 that the
Pl an satisfied these regulatory and statutory criteria.
In fact, they will inprove its overall operation.
Therefore, these regulatory and statutory criteria wll

conti nue to be net.

Are the revisions you propose to the Plan which increase
pricing flexibility consistent with these regulatory and

statutory criteria?

Yes. In the original Plan there were several provisions,
per statute or Conm ssion order, designed to provide
customer protections. These include such itens as the
residence rate cap, nultiple pricing baskets, and the 2%
pl us percentage change in the price index limtation on

price increases.

These may have been appropriate conditions or limtations
at the time the Plan was initialized. These conditions
and restrictions were i nposed to assure that customers,

particul arly residence custoners, were not harnmed by this
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change in form of regulation, since the alternative
regul ati on concept was new and being inplemented for the
first time in Illinois. However, now that alternative
regul ati on has been in place for over five years and has
been shown to perform as envisioned, without harmto
resi dence or other custoners, sonme of these conditions

can, and should, be nodified or elim nated.

As | have stated earlier, certain of these pricing
restrictions nust be eased or renoved in order for
Ameritech Illinois to be able to better align certain of
its rates with their specific economc costs. 1In the

| ong-run, such rate realignments nust be nmade and they
will ultimately be beneficial to residence and ot her

custonmers.

Pl ease explain how increased pricing flexibility inproves

the functioning of the Plan.

The best exanple to use is the residence access |ine
prices which were capped for the first three years of
alternative regulation as a result of statute and the

next two years by the Conm ssion’s 1994 Order. As |
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stated earlier, because of these restrictions, residence
access line prices have not changed since 1990, or over
10 years. Moreover, because of historical universa
service objectives, the frozen residential rates were

bel ow econom c-based | evels at that tine.

The result of this has been a continued subsidy fl ow

bet ween services. Since residence rates have been bel ow
proper econonmi c |levels, other rates have been above
proper economc levels. |If the current residence caps,
2% pricing limtations, and service groupi ngs by basket
were continued in the revised Plan, Ameritech Illinois

woul d be unable to address these rate/cost disparities.

For econom cally sound conpetition to devel op for al
custoners and services, these types of restrictions
cannot continue. Conpetitors will not enter the

resi dence market against rates that are at or below LRSIC
| evel s. Instead, conpetitors will target services whose
rates are providing support to other services and, thus,
are artificially high. Furthernore, the conpetitors’
rates for such services also will not be driven by

econom ¢ costs, but by Aneritech Illinois’ prices. Thus
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either Anmeritech Illinois or conpetitive providers.

Are you proposing a future review of the Alternative

Regul ation Pl an?

No. The purpose of this current review was to assure
that this new form of regulation functioned properly. As
denonstrated here, our five-year experience with the Plan
supports its continuation. Therefore, there is no nmerit
in scheduling another review of the Plan in its entirety

in the future.

However, the Conpany would not object to submtting
updated information on the two key financial conponents
of the index at an appropriate interval (i.e., GDPPI and
the X factor). | propose that in 2007, at the tinme the
Conmpany submts it annual filing for 2006, the Conpany
coul d provide updated informati on and/ or studies relative

to these factors for the Conmm ssion’'s revi ew.

Does the Public Uilities Act provide the Comm ssion with

an opportunity to initiate a review proceeding if there
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are unexpected mar ket pl ace or econoni ¢ devel opnents that

j eopardi ze the continue viability of the Plan?

A Yes. Section 13-506.1(e) allows the Comm ssion (or a
party) to initiate such a proceeding. Therefore, there

is no reason to mandate anot her revi ew.

Q Under what conditions would the alternative regulation

Pl an term nate?

A. Currently, the reclassification of all services governed
by the Plan to conpetitive status would effectively
conclude the alternative regulation Plan by |eaving no
nore services subject to the price index. |In Schedule 1,
| provide specific |anguage that clarifies this

possi bility.

MERGER SAVI NGS

Q Pl ease explain the Conm ssion requirenments with respect

to merger savings.

A. In its Merger Order (Merger Order, Docket 98-0555, p.
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149), the Conmm ssion required that one-half of the net
actual nerger savings be flowed through to Ameritech
Il11inois’ custoners. Specifically, the Conm ssion
required that actual net nmerger savings be tracked on a
cal endar year basis and identified in the Conpany’s
annual price cap filing until a permanent adjustnment of
the price index formula could be effected in this review
proceedi ng. Furthernore, the Conm ssion specified that
nmer ger savings should first be attributed to unbundl ed
net wor k el ement purchasers (through revised cost studies
to be filed in connection with the Merger Order), and
then to carrier access and other custoners in proportion
to the revenues that each contributes to the total
revenue base. Finally, the Comm ssion required that
carrier access custonmers receive their share of merger
savi ngs through reductions to access charges (i ncluding
the PICC), and that end user custonmers should receive

their share of nerger savings through per-line credits.

What else did the Conm ssion order with respect to the

mer ger savings issue?

The Commi ssion required the retention of an independent
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third-party auditor to aid the Comm ssion in determ ning
t he appropriate nmethodol ogy and standards for tracking
nmerger savings. An auditing firm has been retained and
is to conplete its report to the Comm ssion by Septenber

2000.

Are there timng issues?

Yes. The Commi ssion’s Merger Order requires that the

per manent sol uti on be based on actual (not estimted) net
nmerger savings. As explained in the Merger docket,

SBC/ Aneritech did not expect to reach a “going |evel” of
merger savings until the end of the first three-year
period foll ow ng nerger inplementation. Thus, the

Comm ssion will not have the actual data required to make
per manent rate changes until the first quarter of 2003.
This time frame extends well beyond the expected final
order in this proceeding. Thus, the Comm ssion will only

be able to determ ne a fl owthrough nmet hodol ogy now - -

not the permanent rate changes thensel ves.

Are there other conplications?
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Yes. The price index only applies to nonconpetitive
services. However, nerger savings are being achieved

t hroughout Anmeritech Illinois’ operations. |t would be
i nappropriate to flow the entirety of these savings

t hrough to nonconpetitive services.

VWhat options are available to the Comm ssion?

The first option would be to continue the Comm ssion’s
interimflowthrough approach indefinitely. The major
problemw th this approach is that it would potentially
require the tracking of actual nerger savings for the
foreseeable future. | believe it will be nore and nore
difficult to determ ne these savings as tinme goes
forward, because it will beconme increasingly difficult to
determ ne how t he Conmpany woul d have operated w thout the
i npact of the merger. In addition, the amunt of the
savings would |ikely be subject to dispute each and every
year, sonething that should be avoided. | would al so
poi nt out that UNE cost studies reflecting estimted

nmer ger savi ngs have been filed in accordance with the
Merger Order. Until rates reflecting these savings are

put into effect, no merger savings will flow to unbundl ed
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net wor k el enment purchasers as the Comm ssion specified.

Coul d savings be reflected in the X factor?

No. The X factor is determ ned based on TFP studi es,
which in turn are based on historical data. Dr.
Meitzen s anal yses refl ect operating results over the
1992-1999 tinme period. There were no nerger savings
during that period and there is no accepted way to

i ncorporate forward-|ooking, estinmated nerger savings

into a TFP cal cul ati on

VWhat do you conclude given all the considerations you

have addressed concerning nmerger savings?

| conclude that final resolution of the nmerger savings
issue will be an extrenely conpl ex undertaking, and that
it may be years after this review proceeding is concl uded
before we achieve finality as to the anmpbunt of actual
merger savings to be reflected in prices. 1In recognition
of these circunstances, what | propose here is a process

that the Comm ssion can adopt at this tine.
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VWhat are your recommendations for resolving the nerger

savi ngs issue?

My recomendati ons cover two periods of time — the first
to include the period from October, 1999 to Decenber 31,
2002, and the second to cover periods beyond the year

2002.

Pl ease descri be your recomendations for the first tinme

peri od.

For this period, ny recomendation is to continue to
handl e nerger savings in the context of the annual
filings, as the Conm ssion envisioned in its Merger
Order. Subject to the Conm ssion’s audit report, net
savings would be reflected in the April, 2001 and 2002
filings just as they were in the April, 2000 filing.
Therefore, actual savings for 1999-2001 woul d be
reflected in rates effective in July, 2002. Merger
savi ngs would be flowed through to custoners in per-Iline
credits, as contenplated by the Commi ssion’s Merger
Order. By the end of cal endar year 2002, a permanent

goi ng-forward | evel of merger savings shoul d be
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avai l abl e.

Q Pl ease provide a specific exanmple of how savings in the

first period would be handl ed.
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In nmy Schedule 3, | have created a nuneric exanple
showi ng how the flow through would occur. On that
schedule, | also show the data sources that would be used

to determ ne the various val ues.

Pl ease di scuss your recomendation for the second peri od,

i ncl udi ng 2003 and beyond.

As | stated earlier, merger savings for the year 2002
shoul d be consi dered the pernmanent, going-forward | evel
achieved into the future. Thus, for the April, 2003
annual filing, the Conpany woul d propose a one-tine
adjustnment to the PCl to reflect the ongoi ng savings

| evel. This new PCl, including the merger savings

adj ust mrent, would beconme effective in July, 2003. At the
sane tine, the per line credits established in Period 1
woul d term nate. The anounts allocated to carriers and
UNE purchasers woul d al so change based on updated demand
and revenues, as nmy Schedule 3 illustrates for the April,

2003 filing.
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Since the price index change will only affect non-
conpetitive custonmers and services, how will the savings

be reflected for conpetitive custoners and services?

Conpetitive custoners and services should be governed by
mar ket forces. Accordingly, no explicit flowthrough to
conpetitive custonmers and services should be necessary.
Havi ng said that, | understand that the Commi ssion’s
Merger Order mamde no such distinction and explicitly
required that fifty percent of the net nerger savings be
fl owed-through to all customers. Considering all this,
recommend that conpetitive customers and services
continue to receive a per-line credit as established in
time period 1, albeit at a different |level to be

determ ned when we have actual 2002 data avail abl e.

Under this approach to nerger savings, what woul d happen
as custoner lines are reclassified, i.e. from

nonconpetitive to conpetitive (and vice versa)?

When custoner lines are noved to the conpetitive

category, they would begin to receive the sanme per-Iline
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credit as received by all other conpetitive customer
lines. |If customer lines are noved to the nonconpetitive
classification, they would fall under the already-

adj usted price index and would receive their share of
nmerger savings fromthat mechanism Line credits would
cease at the time of reclassification fromconpetitive to

nonconpetitive status.

CONCLUSI ON
Q Do you have any concl udi ng comrents?
A. Yes. The Commi ssion’s adoption of the Plan has proven to

be the success the Comm ssion had hoped, and we urge the

Commi ssion to continue the Plan with the nodi ficati ons we

are proposing.

Q Does that conplete your testinmony at this tinme?

A. Yes, it does.



